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Informal Economic Activity in Devetoping Countri

e
The igfo mal sector plays a significant role in generating
. empl chnt and income in most developing countries. Some
- sociocconomic groups in these countrics benefit more than others
from the activity in this sector
9
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King Hussein has react

Palestinian state

opportunity
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Lerritories by publicly acknow

Jordan. Although the King h
efforts for the time‘being, he
recmergence as a major player in the peace process

. “Jordan and the Intifada: Battening Down ﬂzll}lches

ed to the Palestinian uprising in the occupied.
ledging the PLO's enhanced-prestige
while keeping a tight rein on Palestinian nationalist activity in

jowered his profile in regional peace
has not ruled out Jordan's evenfual

The PLO and the Intifada: Evolving Political Strategy

The PLO's dcclar»-;tion of ind—c

as

«___M

pendence and qualified accel
UN Resolutions 242 and 338 last month were spurred by the
Palestinian uprising in the occupied territories and pressure from

«Palestinians there for a more creative PLO strategy. The move is
intended to challenge Israel and the United States 10 suppart
negotiations that would dcﬁg

SPASE AT

borders between lsrael and a

: - Qutlook for PLO !;orces in bet‘m;on- ‘é 3

Recent political developments in Lebanon offer the PLO an
opportunity to strengthen its military position. particularly in south
Tebanon. The military command will probably lack suffigient

cohesion to formulate effective strategy and o fully exploit the

pt_ancc of
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- The Druze Militia: Lebanon s ‘\dounlam Wamor‘é .3 17

Druzc leader- Walid Junblatt’s Progressive Socialist Party militia,

which was forced out of West Beirut in 1987, has recmerged as a

: : key m:lltary plaver as a result of the presidential crisis. Backed by -
: Syria-and positioned south of Christian East Bcirut. the force will

~_play a promincnt role in any military showdown with the Chnsmns

~®

banon. Close Call for the Army of South Lebanon's Commander = 43

Gen. Antoine Lahad is apparently secovering from-the serious
wounds he received in an attack on his life lastmonth. Evenif .= .«
.. Lahad is unable 10 resume his duties, other commandess of the
{sraeli- sﬁpporled militia force and its Isracli advisers will probably
bc ablc to keep the forcc funcuomng \

47
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Thc ou(look for lhc Algcnan cconomy has become bleaker since the
Mdcsprcad civil unrest of early October. Gross domestic product

- growth remains stagnant and Algiers is now forced to draw down
dwindling foreign exchange reserves for nceded food and
‘manufacturing inpu(s-b . PO
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A Closer Look

governments to

N

urability of €conomies as diverse ag
Tunisia, and India."

at the lnformﬁi Sector

al view of the informal sector has been

however, 3 more positive

satisfy basijc demands for

'cmploymcn('. 800ds, “and services. These theorists also

tof entering and re€maining in 3
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Varwus‘ types of economic lrantacuons Jall under tlu'
generic title of the “hidden economy.* For the
purposes of this analysis. all production, fi nam'lal -
Jlows, and lrade that occur without ga\'ernmenl
regulation or control are defined as hidden. There are
lhree majar categorle: of the Iudden ecoaoms

. lnformal cconomy Tlu.r .reclor consists af lwo

- distinct components—a tmdmonai agncu?lural >
. XY
-i'sector that b)passes government controlt and a‘

and service secror that also largely escapes
~..government notice. In our view, small—scale

economic henefits for a large segment of Third
World populations, we believe their overall
economic impact is clearly negative. Even when
black money is “laundered* into the formal
economy, it tends o feed conspicuous consumption

* and speculative investment, according to economic

. development theorists. Such activity generates little
= productive wealth and fuels social tensions s by ~2
: creating huge disparities in income.
-Gray cconomy. The gray market is best described
" as consisting of ‘econoritic lrdfisactions of
. questionabledegal origin that-are not explicitly
proscribed by authorities~Such activities inclutle - «
some forms of conimodity and real estate
“speculation, the operations of private foreign
exchange dealers, and quasi-legal practices of
Jormal sector firms. The gray market is a nebulous
" area with some transactions shading into the black
market and others bordering on the informal sector.
Like the black cconomy, most income-generated by
" The gray markel feeds consumption and amounts to
little in the way of productive activity.

A-largc sharc of mformai cconomic acuvu) in Third
World countries is within the service sector .+
*Informals™ comprise a major share of the residential
construgtion industry. the mechanical repair sector.
and a la share'of (he lran\porlduon scuor
(nunibuses and laxis i i '
Pin Tunisia : :
carly lf of scr\'ree-sc\\of cmpk acnt to be
~mformal. Fingncial services. particularty the
transmittal and investment of expatriate worker
carningaig the Middle East and South Asa. are slso
handled by wnformals  from Egapt's falunue
wnvestment houses 1o Pakistan’s “Hundi™ system

Assessing the Role of the Taformal t.conomic Sector
W e believe the intormal sector plass 3 signiticant role
i gencrating employment and income 1n devceloping
countries Maoreer, (it appedes 1o be o more cll'acw_nl

 utilizer of scarce capital resources and abundant

labor. Studies on developing cconomies have shown

. the informal sector to be a highly competitive market

in which capital and labor tend to be more efficiently
uscd than in the formal sector, where capital costs arc
frequently subsidized and the cost of labor pushed
higher by government regulation and union pr.ssurc.e
Informals also appear to have a good track.xe sord in :
creating new jobs, distribuling income more videly. --
and cnhancing the skill level of the work force g

In most Third World countrics. the informal sector -~

comprises & majur and groumg portion of the job 53

market. In Tunisia ) P
1t provides SO pcrcenl of all nonagricultural




Why Small—Scale-Busi:?ess Resorts 1o Informality

i

q
Extensive studics done on Peru in the early 1980

illuslrale'z'learl_r why many
small-scale businessmen in Third W, rid countries
“resort to iformality colleagues
= attempted to comply with all government regulations
and licensing procedures during the fictitious
gistration of various business activities. It should
be né?ed that during the period of the studv, per
capita inconie averaged less than $1,500 per year in
Peru: Their research revealed that: :
* To register a small company required mulitiple
-approvals, many of which necessitated bribes, 100k
289 days. and cost $1.231. - i
* To petition the government for'a ni‘ece of vacant
- land on which to build a house réquired almost
:seven years of bureaucratic redtape and cost
82,156, - . »| .
¢ To obtain approval to vpen a small Store required
43 gays of redtape and cost $590.

%

o suboptimal use of cconomnc‘r';su}'in:c
are ngp ofticially secognized. inféfmal"

) ' émblé_\'mcnl.’Thc ability of informal businesses to set

up without delays because of red tape albso leads to a
~more rapid growth rale than in the formal sector. In-
India. for example, studies show*that the informal
. sector has consistently outpaced the large-scale
modern sector in creating new jobs over the past 10
years.a trend likely to continue jnto the 19905, V-

ii

: - . i .
' \evertheless, most cconomic'(hééri.s'l,\. believe .
*r;?ormal cconomic activity ‘still repre ents -
i ‘B sCiuse they
rms lack
hich usually
reent or
"diérpn'\c.\ also
rights und

“access to formal lending insutution
charge tar fower rates of interestf
“than informal lenders Tathrn
X not engoy the protection of edbtra

less

. eannot take advantage of linu;cd"h.xblli_t_\ “avadable to

I

seorporations: The combination of these 1actors
. \-}‘(( = ??ﬁ N
Zinhibuy the grd€Th ot tormalstand prevents them
Aromiceal:zing economies of seale :
: cedp

n m.m.\‘(.hc\ilhc necesaty ot
rerament regulation i encourages
CEOROMIC Perlorm inde in the infarmgd

, -
e

Hding
uln plmy

scctor. In Egypt. for cxample, firms cmploying over
10 workers have difticulty escaping government
scrutiny, leading many informal opcrators to split and
form separate firms to avoid otlicial notice.

Political Implications

Informal economic activity, in our view, plays a
significant role in maintaining political stability in
many Third World countries. The sector provides a
“cushion™ that helps insulate largc segmgnts of the
population from the f; requently lacklusp@sce—
performance of the govcrﬁmcn(-comrollcd formal
scctor. During periods of austerity“and uncertainty, .
the cushioning role of informal activity appears even
more important. We may,-in fact, be:seriously
underestimating thé Tapability of dcvclppillg societies
to endure indifferent or adverse cconomic™
performance if we mcasure only the performance of
the government-controlled portion of the economy.

If gray and black market economic activity is also
factored into the income and employment equation, it
is concceivable, in our opinion, that an economy can

— stumblec.along for many years. generating enough’

“*hidden™ economic wealth to prevent an unacceptable
decline in living standards. Egypt and Tunisia are
probably good examples of economies that have been
carried along by the strength of unrccorded and
informat-activity.

strongly suggests that some
socio-economic groups in Third World countries
benefit more than others from the informal economy.
Some of the lower strata of these sucicties - ~rural

- populations and. in particular, recently arrived urban
mugrants-- appear to comprise a disproportihate

share of workers in the informaleconomy. These

-~ . . -
groups have traditionally bencfited little from
gorerament assistance and are the-keas®likely
clements of the population to place demands on 2
regime for economic intervention.

The urban lower middle cluss composed mostly of
government workers and public-sector emplosces
does not appear to benefit as much from iformal
ceonomiv getin ity in many countries Although many




in this group rcporledly cngage T moonllghun
_participate in other informal and gray’ markc(
- activities, lhcy g crall 'rcmann expectantlan _
‘dependent.ongov rnmcn wagcs. subsxdxcs' an

S e -
sl

: prov:dmg sufficient incentives::Such cforts usually -
~include cracking down on private forcign exchange
* dealers and small shopkeepers. These policies

-invariably fail, as informals move or alter their

. ..‘controls. We bchcvc operations enough to evade government control—

productivity and income generation.

- usually at a high cost to the overall cconomy ln

" Efforts to integrate the small-scale and informal
sector into development programs—as well as more
general progress in cconomic liberalization—wj
likely face a constant barrage of short-term ciﬁfomvc
tendencies by regimes concerned with neac-term

Future Considerations Lo b survival. Progress will also not be easy in the face of

and financial treatment.

) many ol the reforms being
~“promoted. under economic liberalization—
. s(rcamlining\liccnsing procedures, deregulating
interest-ratds, and eliminating price controls-—are 3 ) e L r i -
consistent with the goal of stimulating private-sector : T
development, including the informal sector.

‘A recurring theme among Third World countries,
however, is the cffort by cash-starved regimes to tap .
“the wealth generated in the informal sector without

likely continuing political oppasition from those in_
government-and formal-secter companies, public and
private, who benefit fronfﬂlstmg prefcrcnual Tegah
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"Jordan and the Intifada:-

ng Down the Hatches m

) Jordan has moved quickly lo protccl nscll' from a their Icadership of the uprising. Although Arafat

splllovcr of Palcstinian unrest from the | uprising in the  commands by far the greatest following among West

“ West | Bank and Gaza Strip by acknowledging publicly  Bank Palestinians. the possibility that an indigenous.

“the enhanced prestige of the Palestinc -Liberation less predictable, and less pliable Palestinian

Organization (PLO) while keeping a tight grip on leadership may emerge has complicated Hussejn's

Palestinian nationalist activity in Jordan long-term bid to defuse Palestinian nationalig®6y=— =
reaching a negotiated settlementon the status of the
_ West Bank. The intifada has also hardeni#d Israeli
have not ruled out Jordan’s eventual attitudes toward such a settlement, forcing Husscin to

reemergence as a major player in the pcace process. develop other diplomatic asscts—mcludmg*txcs‘tmhc =
The development of a young, activist local leadership  Soviet Union—to push_[J peace talks and avgrt a .
of the intifada will probably not force Hussein to drift toward Israeli and Palestinian extremism, é.j .

modify his long-term strategy of gaining ipﬂucnce

over the PLO and Chairman Yasir Arafai;whois still Jordanian Response

unrivaled as the symbolic leader of the Palestinians. Hussein’s political response to the intifada has been to

Unless violence escalates dramatically in the West reduce Jordan's West Bank role and defer for the time

Bank, Hussein will likely be able, by combining pro- being to the PLO, given its improved international

PLO gcstu(cs and tight security, to hold Palestinian standing. The King's decision last July to sever

nationalist in Jordan in check for at Icaet the next ~—admiaisteativesand-legal ties to-thie ' West Bank

several months, § i challenged an ill-prepared PLO to assumc the costs of
schools, hospitals,-and government services previously

Jordanian Concerns ' provided by Amman. Nonetheless, by couching his

The outbreak of the imifada-in December 1987 once pullback in terms of 2 formal recognition of the PLO.

again placed Palestinian issues at the forefront of as the sole legitimate representative of Palestinians, -

" Jordan’s domestic and foreign policy concerns. We Hussei~ in our view, joincd an increasingly strong

nate . pre-PLO consensus in the Arab world and signaied

at shghtly more than half of his own Palestinians he dld not scck lo bc(ray (hcu b 3

“Jordan's 2.8 million people are Palestinians and that ' nationalist aspirations, s : s

more than 850.000 of the Palestinians in Jordan arc . cven Hussein's native Bedouin consli(ucncy was

regis@rEd as refugees with the United gNalions. More  pleased by the move for its implicit retreat from a

thaa 200.000 of these refugees live in 10 camps in- potentially risky foreign policy and its sign that
Jordan. This demographic mix and Jordan's long Hussein would focus more on domcslig_;qrfg;}ns.‘f
B border “ulﬁsmcl oblige Hussein to walk a delicate Z e T

line b«.l\\ccn respecting Palestinian national - . o
aspirations and dampening these aspirations 10 The retrenchment. however, has probably gi%n
appenge Israel. The intifada’s nationalist origins and Hussein lon j

goals, i our view, have served as a datly renunder to
Husscin of this fundamental national dilemma. s N1
_— e o
ln addition, the mufad.l h.xx r.mcd e atrategic

b 3 challenges for Hussein

mlhg PLO. young street arganizers. and

Islamue fundamentahsts a:o all attempting o assert

 Arafat to recognize and seek out a Jordanian role in a

I L, b3 S
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’ . ti .
peace scttlement. The October meetiiid between Outlook

Husscin and Arafatin Jordan's port city of Agaba : . Hussein is likely to retain a low profile in regional
and Arafat’s subscquent declaration at the Palesting’ " diplomacy. awaiting the full international reaction to
National Council mecting of PLO willingness to =~ ihe Palestine National Council's declaration of un
conlederate with Jordan suggest a rapprochement independent state and indircct recognition of Israel.
between the two leaders, led by Arafat. has alrcady - Hussein's decision to accord Jordanian recognition to

begun. The Agaba mecting is the clcarest indication - the declared Palestinian state suggests he intends for
yet that Husscin has the ability to bolster his pro-PLO - the time being to defer to Arafat to preclude any’

Arab credentials rhetorically without sacrificin his: - :Arab or Palestinian accus ions that Jordan has not
strategic goal of dominating the PLO

failure of the PLO 1o cngag‘:{he United States in a
ialogue on peace issues might speed Hussein's return
to higher profile diplomatic efforts. A PLO diplomatic
sctback would likely fuel a new round of internal PLO
bickering, disappoint West'Bahk' PaleStinlans, and
vicnlually reaffirm the importance of Jordan in any
gional peace efforts. Hussein's rhetorical support for
the PLO suggestssehas:ne intention.of “accelerating
any possible. PLO failure, but his own interest in
playing a prominent role in a peace conference
:suggests he will be receptive 1o any PLO invitation to é 3
reenter more openly regional diplomatic cﬂ"ortsw

g

— . 2 o <Current levels of Palestinian unrest in the West Bank,
. da’s’; s in forcing Hussein to pull back  in our view, are not likely to provoke instability in
"= for the time being (rom highZprofile peace diplomacy - Jordan soon. We believe Hussein's strategy of bowing

has not slowed Husscin's drive for new diplomfmic tics pub\icly to the PLO while keeping a tight grip on
and:long-term leverage in the peace process. During Palestinian unrest in Jordan has proven eflective and
the:past yeagHussein continued to expand ties with will Serve as a model for future Jordanian policy on
Moscow. sotight political support in Western ‘Europe the intifada. Nonetheless, Husscin-probably
~ {or-an international peace conference. and continued  calculates the emergence of a hardline governmeniin el
‘10 éxplore closer relmtions with-China) Isract would lead to increased unrest in the West
Bank in the short term, requiring even firmer
mcasures against Palestinian activists in Jordan (o~
prevent a spillover of unrest. Even if violence
escalates. Hussein will be reluctant to reverse his
public position on support for the PLO as the 3
legittmate representative of Palcs(inianswp b

-
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The PLO 3nd the Infifags:

o Eyolving_Poli(ical S__(rate::yﬁ

on Organizatio

The Palestine Liberati
: symbolic declaration ofindepcndgn
acceptance of UN Resolutions 242 and
month were spurred by the Palesiini
_3',ngs‘v('iABank"knde_éza Strip'and ﬁcss'ut

at’ ;‘aliona'lz'Council
Algiers as radical departures from

monstrate the PLO's new

e and ncgo'l:iat_c with Israel. The

allegiance of the m

ns, and the Intifada

ugurated.a new phasc in relations
between Palestinians in the West Bank and Gasa and
the external PLO leadership. The increased
politicization of Palestinian Youth—demoenstrated by
the spontaneity, intensity, and scope of their
protests-—dramatically underscores their o

, dissatisfaction with the tactics used by the PLO
icagerchir abroad 1o address the Palestiniun issue.
Many Palestinians in the occupied territorics believe
the PLO is neither responsive 10 nor representative of
their aspimiions. By $&Zing 1he intiative, West
Bankers ind Gazans have increased their political
weight and legitimized their role within the

o s 3 Pu[‘:‘liniun nationalist mm'cmcn‘“

“ . carly an the upr;s‘iqg,,‘é_;c-slﬁankcrs and Gazans
Lo began to press the PLO leadership 10 translyte the
o unity and contidence generated by the innfady into an
ctlectine poligeal program The more pragmatic West
Bankers and Gazans urged Arafar (o adopt 4

The PLO, Palestinia
The intifada ina

b3

“realistic™ approach involving mutual recognition and
- negotiations bctw.ccn;Palcslinians and Israel. The idea
of a Palestinian declaration of independence and
government-in-exile, which had been discugsed for
many years, was proposed by many PalesMFIT 35 an
appropriate peace strategy. Arafat probably was -
‘concerned that the focal P’alcstinians’inigh( launch

their own peace initiative and ch; llenge his authority
if he resisted their prcssund Ea‘“
———yr - . -
The Political Legacj~ o
The declaration of independence and acceptance of
Resolutions 242 and 338 with qualifications are the
latest moderalting changes in PLO policy—as stated
in resolutions of .the PNC—since the National _
Council first convened in 1964, The founding Charter
of the PLO contains Uncompromising demands for the
“total libcrg_ggg.gf;gzilcs_tigg,‘_‘—ruiing out the o
l. PLO moderates claim

onlinuing existence of Israc
subsequent resolutions of the PNC have modificd the
Charter and provid

maximalist provisions of the c
inlcmions.m 23

mare accurate guide 1o PLO
no reference to an

independent Palestinian s.ale. According to the
Charter, the battle of “liveration™ is an Arab
struggle —not specifically ®alestinian—-and Palestine
will not be an independent, savereign state but will be
included in a larger Arab grouping ikl AB

afat’s Falah Efoup

Pl a new strategy fa\oring an

N struggle and the

cular democratic-stat® in all of
¢ in strategy coincided with

& o scize control of the

The original Charter makes

Between 1967 and 1969. Yasir Ar
pushed the PLO 10 ado
independent Palestini3
establishment of a *se
Palestine. This chang
Arafat’s maneuverin




;:x _ " To many Palestinians, diplomatic moves in the

- afltermath of the 1973 Arab-Iscacli wyr raised the
- o likelihood of the Arab states readiness to make a deal
Armed struggle is the “only way leading 10 the with Israel at the Palestinians® €xpense. The PLO (hys
liberation of Palestine.* . faced the question of whether 1o parlicipate in a
There can be no negotiated solutions, including on proposed Geneva conference along with the Unjteq
the basis of UN Resolution 242 angq the US peace States, the Soviet Union, Syria, Egypt, and Israel.
“initiative of December 1969 known as the Rogers The implication of face-to-

PG/GSliﬁiaﬂl'Jl'affgit‘ objective. - H main subject of discussion at the PNC session in
the whole of Palestine is the Cairo in June 197 w b 3 Pt
ion for the establishmen; afa :
democratic state and there can be no cémpromises “After considerable debate bclwccn-modcralcéwhé‘l" -
and no accommodation with Israel, . waated to goto Geneva amd-radicals who did nQt, the
* A Palestinian *rump state” in par¢ of Palestine— National Council adopted“¥’resolution known as the"

not an acceptaple solutiom

The changing nature of PLO policy was reflected in “combatant national authority™ on any land vacated
amendments to the Charter that were adopted ar the by Isracl. In this Janner, the PLO gave qualified
fourth-PNGmceting, which met in Cairoin July = Th¢ notion of a Palestinian ministate in the
'1968. The most significant change affirmed the role West Bank and Gaza,

of “armed struggle™ as the “only way 1o liberate - . )

Palestine™ and linked it for the first u'mc_:to The program deliberately Jeft vague the exact
Palcsu’nian.sclf—dcxcrminalion and s “ereignty over Palestinian terms for 2 settlement and suggested

i ed Charter of 1968 still makes no  strong!y that the PLO intended to continue the effort
reference 1o a Palestinian staqe. The first' mention of to climinate 3 Jewish-dominated state. The radical
an entity by the PLO s contained in 1hu'l'fcs<jlu'(ions Popular Front for the Liberation of Palestine (PFLP)

i . Revertheless rejected the idea of attending a Geneva

1974 Delgge.Causes Spli¢ -

_ ' loosely organized, bloc knowp as the Rejection Front
" So long a$ the PLO and i

Liberation Front, and the Popular StruggleFront.

" when, following the Six_i'_Da) War, the UN Sé_cti'ril_\A The PLO's Pasition on Arab-Isracl; negotiations was
Council u?ifmcd Rk:so_lufion 2492 implicitly recogizing modified slightly at the 1 3¢p National Council
Isracl’s right to cxis(”Thc resolution waf accepted by meeting in March 1977. The 1974 declaration

situation began (o g‘ha_(l_gc as early as Novembe - Further Changes in PLO Policy

Egypt and most o(hc_t /\r&/ﬁaug The PLO. regarding a national authority was changed. dropping
however, rejected NATRUING at the time that it the word “combatan™ and substituting the word

. rather than a pohiticy] v;”inroblcmm

1
o
[

treated the Palestinan isxue solely gy 4 Fcfugc‘z

particularly in the West gank and Gaza Strip—is  Phased Political Program. The *esolution—based on

A dehzocralic and secular siqqe in Palestine is the Aviv was inescapable for PLO leaders and-was s

" together with the PFLP-Gcncral Command‘. lhzér‘abf' .

X,




uthority.” Thenew wording asserted the
ight “to establish their independent
ational State on their own lind.": The declaration
the PLO's right (o participatc in any
nternational conference bearing on the Palestinian
ésuc.'n bj o x‘é B

- These tesolutions were victories for Arafat insofar as
“ they reaffirmed the Executive Committee’s mandatc

1o pursue its'existing diplomatic strategy. But they did
not come without costs. The radicals inside Fatah and
the PLO forced Arafat to drop a proposed resolution

calling for coordination between Jordan and the PLO.
Arafat had met with King Hussein in Cairo just prior
to the PNC meeting in their first public mecting since

the civil war of 1970-71

The 14th PNC meeting took place in Damascus in

January 1979 and predictably denounced the Camp

David accords. The session reaffirmed the PLO’s

rejection of UN Resolution 242 but softened some of
the language from the 1977 formulation. It deleted

ey @ :

the basis of Resolution 242jand another calling for
recovery of Palestinian national rights “without
reconciliation or recognition (of Israel).” The new
language was designed to portray the PLO as willing
to consider reasonable compromise. The Council also
endorsed a PLO dialogue with Jordan as long as King
Husscin did not participate in the Camp David

2 process and did not interferc-with the allocation of

“funds 10 the PLO agreed upon at the 1978 Arab
< summit in Baghdad.dob )

There wa: little change in the PLO's policy at the
‘.lSlh PNC of April 1981. Despite opposition from
=T radical PLO clements and from Syria, Arafat
. R - narrowly secured approval of PLO contacts with the
: Europcan Community. The Council also endorsed the

-4 continuation of the Jordanian-PLO Joint Commitice

© established in 1979 10 oversce the distribution of Arab
aid funds to the West Bank.

i e )
The 1983 PNC meeting --the first session following
the Israeli invaston of Lebanon and expulsion of
Arafat and his fighters from Beirut - aﬂirmcd\u
“spectal relationship™ between the Jordanians and

Arafat’s fighters were cxﬁll_cd fromj.lord:m following The mceting approved intcnsiﬁc_qd.—qqrgulta(ions with .

v

Palestinians and approved the concept of eventual
confederation between Jordan and a Palestinian stute.
The Council resolution said the PLO “refused to
accept™ the US peace initiative of Scptember 1982 as
a basis for a Middle East solution because it did not
recogaize the PLO or provide for,an independent é 3

Palestinian state ] i this
language was intended to Icave open the possibility of

PLO coopcration with the US plan if its perccived
defects were corrected. Radical PLO factions insisted
that the resolution’s intent was G ®reelose any PLO
involvement with the initialivc.u

The PLO's relationship with Jordan was the focus of
the PNC sessionheld in Ammanin‘November 1984*

Jordan aimed at agreement on a joint policy on peace
negotiations with Israel. It also affirmed PLO support
for an international peace conference as the
appropriate foriin for peace talks and reiterated PLO
demands for an ndependent Palestinian state and the
“tight of r%xrn“ to Palestine for all Palestinians.

the phrase stating that the PLO rejects altdealingsonr= = SEL )

The 18th PNC meeting, held in Algiers in 1987 arnd
called the “unity™ session because of the rcintegration
of the radical Popular and Democratic Fronts into the

-PLO. signaled the PLO's reversion to a more hardline
“policy. The mecting abrogated the Amman accord of

11 February 1985, which had served as the basis for
PLO-Jordanian coordination on the peace process. {t
also reaffirmed the PLO's rejection of UN
Resolutions 242 and 338 and the Carap David
accords, and its support for an international
conference under UN auspices that the PLO would

attepd olan cqual basis with other participants.
. — s
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The November 1988 PNC Meeting
Arafal convened an extraordina®y 19th National

Council mecting in Algicrs last month in response 1o
demands from moderates in the PLO and in the West
Bank and Gaza to change PLO policy in the hope of
gaining a role in peace negotiations. The debate at the
meeting focused on what changes in policy should be



made and whether a provisional or exile Palestinian
government 3hould be treated to accompany thosc

_Abu Shar{f Statement

changes. Uncquivocal aceeptance: ‘of UN Resolutions

242 and 338 was not a core clcmcnl in the dcbalc as
no faction cndorsed this opuon

The Council agrccd lo two changcs in PLO pohcy

An mdcpcndcnt Palestinian sldlc was dccldrcd“

bascd on UN General Assembly Resolution l8l of:

1947, which called for the partitioning of British-
ruled Palestine into a Jewish and an Arab state;
P ) it

* UN Resolutions 242 and 338 were accepted with
the qualification that they serve as the basis of .an
international peace conference together with all
other UN rcsoluuons rcgardmg the Palcslmldn:
issue. :

Thc Councxl also reafﬁrmcd Arafal s ban on ;’
terrorism outside lsracl and the occupied tcrruoncs
" as contained in his Cairo Declaration of 7 Nov cn~‘bc
1985—but sancygncd\lhc conlmucd “armcd
struggle™ agalnsl lsrz_lcl ln addm_on the PL

B uxdgm lhroughoul ‘the dclubcrauonx prior to .md
during the - 19(MC Moderates in the PLO's :Z
" dominant Fatah faction --- including Mahmoud Abbas
(Abu Mazia), Satah Kbalaf(‘\bu Ivad). and Khilid
.md Hani al-Hasan Jurged Arafat to creatc a
prov mon.xl or exile government and accept UN
Resolution 242 or, at least, declare an independent
“-Palestinian statc®The hardliners including Jamal
Muhammad Ghunaym (Abu Muhiri, Fatah Central
Commitice member: Hayl Abd al-Hamid (Abu Hull,
head of Fatah's Central Securits-Bepariment: George
Habash, head of the PFLP: and Naul Hawatmeh.
leader of the DFLP  argued against dramatic
changes 1n PLO policy 1n the absence af concessions
feom the U nited States and Israel N -

el

A document with conciliatory language. issued by
Arafat’s aide. Bassam Abu Sharif, during the Arab
summit meeting in Algiers in June 1988 hinted at a
Jurther shift in PLO policy. The innovation in the

. Statenient was its implied acceptance of a “two-state

solution” for the Palestinian problem. We belicve the

_“document—which was not publicly endorsed by -
- Arafat—probably was a tactical maneuver by Arafat = Sl

designed 10 impress Western audiences and 1o test
-internal PLO reaction. The document eventually
“helped lay the groundwork for the decisions taken at

the 19th PNC meeting_in Novgmbew%m bﬁr 5

BN SR

As a result of these conflicting positions, political
opuons such as the exile or provisional government
ere dismissed. Rather. the. Executive Committee was
mpowered to perform the tasks of a provisional
government until one is formed at an unspecificd later
ate. ArafaratsodetTHEd ot 16 define the borders of
the Palestinian state—-which presumably would limit
Palestinian claims to the West Bank and Gaza

Strip- - -because of opposition from hardliners who
object to conceding tertitory toisrael. The PLO
Chairman equivocated on acceptance of UN
Resolutions 242 and 338 to make the decision

‘i - palatable to the hardliners—particularly Habash.
<~ Even zfterthe conclusion of the PNC, Habash said

publicly that he opposes the decision but will abide by
the will of the majority in the interest of unity. He

also said pointedly that acceptance of Resolution 242
did not mean recognition of lsracl.“ 63 — e
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Outlook - : ..
Aralat has moved the PLO's political positions toward

greater moderation in recent years 1o bolster ties to -

key external patrons and to court riew diplomatic

support. He is particularly interested in convincing

the United States of his readiness to negotiate with

Isracl 1n order 1o open direct US-PLO discussions.

But he continues to avoid far-reaching changes in

0
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!
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PLO policy as he tries tobhlance all the cross .

- pressurcs. The decisions taken at the recent National
Council meeting in Algiers represent a “lowest

. .common degominator™ among PLO modcrates and
- hardlincrs.h b3 :

Arafat probably can get away with this strategy for
the short term, particularly in light of the results of
the Isracli election in November. Even the modcrates
in the PLO camp will be hard pressed-to make a case
for further changes in PLO policy given the likely
advent of a Likud-led government adamantly opposcd
to peace talks with the PLO. At the same time, Arafat
cannot afford to alicnate completely the moderate
Arab states and the Soviet Union, which are likely to
be the PLO’s principal sources of support at a future

international peace conference. “ b 3

'

Over the longer haul, Arafat's cvident unwillingness
or inability to seize the historical moment probably
will worsen his relations with the moderate Arab
states and the Soviet Union. More importantly, the .
PLO Chairman's dithering could galvanize new, more
autonomous trends in the occupied territories.
Growing economic problems in the West Bank and
Gaza Strip may further encourage greater local
activism independent of the PLO if Arafat fails to
advance the interests of Palestinians in the peace

process. (s b} . — §
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ﬁ;“pon of th; Palcstmmh upming in the

o-back. and seriously undcrcul lhc opcr.luon.xl
\ cncss and influence in Lebanon of the pro-

"Arafat sought to sccure his own position by

. previously been managed by Warzir alonc«chcé. th :
PLO T

cmbroiled in an internal powerplay as scnior
c.omm.mdcrs jockucd for W.mr s portfolio while -

establishing a committce to oversce what had

military arm suffered as a significanty
activity was expended within the orgammuon, leaving_ -
day-to-day opcrations to Jower-level, less mp.xblc
commanders.
———
The second cvcm was the indirect but dcgtabjmng
sctback suffered by pro-Arafat forces in Lebanon less
than two weeks after the assassination of Wazir. The
alliance of these forces with the more radical Shia
Hizballah group—responsible for a string of
successful anti-Israeli operations in south Lebanon
and along Israel’s northern border-—was dcalt a blow
by the rival Sl_ua Amal militia. Hizballah was soundly

e

—

arcas were seized by Amal, leaving them inaccessible

Aral‘al Fatah :orccs g\ci O's \lmngcﬂ constituent —aof&ited and “Scveral ofitssupport centers and staging

o Thc ﬁrs( cvent was lhc assassination on 16 April in

VTumsu of the PLO's number-two man, Khalil al-

. Wazir (Abu Jihad} -a longtime confidant of Arafat
apparently by Isracli commandos. The loss of Wazir.
the Deputy Military Commander of the PLO. created
a serious power vacuum within the organization’s
aupper cchelon and was at least indirectly to bl.m\v. for

*aruplmg the operational cgmponent within the
military wing §

W anﬂ.\s highlyTespected lhroughoul the

Organization s an astute tactician. political

manipulator, and architect of PLO strategy He
—‘I.xud a significant role in the daily running of

opcrations. which took on |mrg.|\cd importance aflter
the intifada cruplcd 1n December 1987 As Arafat’s
nght-hand m; . Wazics death was parucutarly
disturbing- for llu Pl Glcader who relied on Wane's
cunming and Toyalty as 4 counterpepht against uther
mbmou\ subordinate 6 %

0

to P-lestinians embarking on missions aimed at the
Isracli security zonc in south Lebanon or northern
Isracl. Fearingthat Amal would next lay sicge to
Palestinian bases in the south; pro-Arafat foices

focused their efforts on defending their stronghold in
- the Sidoi. refugee campsb_z .

The Amal victory cost the Palestinians leverage in the
Lcbanese power equation and the skills of a valuable
ally. The marriage of convenience with Hizballah had
cnablcd Azafat forces o counter allcmpts b) Amal---
stridently anti-PLO and supported by. ;on
Syria - to limit RLO control and influence iff _
l.cbanon. Arafat’s fighters had cxploited lhunlcnsc
rivalry between the two Shia factions (0 advance their

Soon after the assassination, the PLO hicrarchy was

own interests and undermine Syrian support to anti- _

Arafat Palestinian dissidents.
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Palestinian Forces in Lebanon
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_The third cvent was the defeat of Arafat’s Fatah
orces in factional warfare in the Palestinian refugee
camps’ ‘of West Beirut that rcached a fcvc(cd pitch in
-July. C;rian-supported Palestinian dissidents lcad by
Abu Musa and their Lebanese allies forced Arafat
loyalists to surrender the Burj al Barajinah rcfugcee
camp—their last stronghold in the Beirut arca--and
cxpelled them to Sidon. - This defeat was the most

PLO"s presence in Lebanon since the 1982 Isracli
invasiorf 3
It was also a bitter personal loss for Arafat in his
fcuding with his archnemesis Syrian Predident Hafes
Assad, who has long opposed any independent PLO
- presence in Lebanon. Arafat’s absénce from Beirut

influence the Lebanese political scege to lha R

detdment of the PLO& ‘5 :

ot Out in Sou'h Lebanoa

] ! -{sracli operations from l.cbanon h.nc
dedlined. ,nonccabl\ since April. both pro-Arafat and

dissident Palestinian groups have attempted raids into
{srael via other routes!

s

“The majority of the foiled infiltration attempts that

did cmanate from south l.cbanon were conducted by
pro-Syrian Palestinian and Lebancse factions and ‘
dirccted at the most northern and eastern sectors of
the sccurity strip— within casy proximity to their
bases in Syrian-controlled areas of the Bckaa valley.
Thus. while Arafat’s fighters have been laying low in
Sidon licking their wounds. other Palestinian factions
havc been taking up the slack. Such activity has had
only limited success, however, compared to the joint
PLO-Hizballah campaign carlicr this ycar. Sl

Nevertheless, the large number of seasoned Fatah
fighters in south Lebanon gives Arafat an ample basc
from which to regroup and mount limited operations
to demonstrate 1o his detractors that the PLO retains
a significant military capability. We believe the influx
of Arafat fighters from West Beéirut has swelled
Fatah's presence in Sidon from 2,500 to nearly 4,000.
Another 400 PLO guerrillas reside south of Sidon, in
the Tyre refugee camps. Additionally, dissident
Palestinian forces in the south number just under
2.000. In short, more than half the approximately

“ scrious sc?back to Arafat’s efforts to rebuild the 1.000 Palestinian ﬁghlcrs—PLO and pro-Syrian—

lhal we estimate are in TLcbanon are now ensconced in
the south. Almost all arc located along the coast
between Sidon and Tyre and within easy reach of
Isracli air. sea. and land forces—a fact not likely to be

fost on officials-in Tel Aviv, who remain waty of ‘hB
PLO’s growing presence in the rcglow

trengthened Syria’s hand in‘the capital-and ability 0" \Furlhcrmorc the outlook for the PLO seems to havc

brightened given the muddled attempt to hold the
Lebanese presidential election. the assassination of
key Amal official Daud Daud. and the near-fatal
shooting of Antoine Lahad. commander of the Army
of South Lebanon. All of these events arelikelydo
give the PLO and Hizballah a sorcly.n.ccdef'.omlc
boost and the incentive 1o challenge Syrian and fseacli
surrogates for greater control of south Lebgao

Implications

The PLOs internal strife s likely 1o underminc its
ability to exploit fully the recent favorable
developments that have occurred in Lebanon.
Although Palestinian fighters will almost certainly try
to resume their joint militars alliance with Hizballah

et

" b3




“and continuc pcnodtc aucmpl\ to condu‘c*t r.ud; into
. northern Isracl, suchopcrations arc likely to lakc a’
- " backscat to PLO factional fighting. It is doublful lh.xl R
- .cven the political- brcaklhrough" crafied by Arahl a
“ last month’s Palcsfinc National Council meeting in’
Algiers will lcad to any. tangible moves toward i
reconciliation among the. rival PLO and S)nan “allicd
Palestinian dissident forccs sk»rmlshmg almost da:ly .

" The more conciliatory
. the Palestine Nauonal Counc:l—-parucularl) lhc
qualified acceptance of UN Resolutions 242 and
338—may fuel further dissension within PLO ranks
and inspirc additional defections from Arafat's ‘camp

Radical PLO elcmcnls. moreover, may attempt: more
darmg opcratlons almcd at tarnlshmg lhc PLO

e ——— R YGINX VN L -
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“The Druze 'Vl ma. Lebanon 3
\ountain-Warrior

| e 5

The militia of Walid Junblatt’s Progressive Socialist
Party (PSP), probably the most capable Lebancse
Muslim militia, has rcemerged as a key military
player in Lebanon as a result of the presidential crisis. |
Backed by Syria and positioned in the Shuf
Mountains south of Christian East Beirut, the force

will play a promincnt role in any militar
confrontation with the Christians. d‘ 3
Thc PSP militia withdrew undcr prcswrc l'rom West
- Beirut following Syria’s intervention in February
1987. Its absence from West Beirut limited the
- militia’s rolc as a national playcr in Lebanon’s militia-
“I dominated politics. After the withdrawal; Junblatt

“concentrated the group's cflorts on prolccunf 'hc
Druze homcland

The Active Militia. No strict chain of command exists
in"the militia, although Junblatt has delegated : —
responsibilitics to subordinates at various cchelons i

the forcg'§ organizational structure.

3 Althoughithe 1 mllma and the political part) arc
pmgaml) Druzc. both include members of other .
sects“The PSP’s stronghold is in the:Iqlim al _
Kh.xrrub. ‘Shuf. and Mount Lcbanon regions)

g ’ - Emphasis o?r'l'rammg
“The allcgmm.c of the PSP and lhc Drulc Lommuml) The Druze have a reputation for being the fiercest of
10 Walid Junblau ‘son of the party’s foundu’ Kamal = Lebanon's warriors and the PSP militia is probably
" Junblawtsis unuiually strong. The er) ‘miilitia is nol " the best trained of the several Muslim militia groups
rife with intérnal divisions like ‘Nabih B.lm s Shia
CArhal militia. The only challenge to Junblatt's
@ yviin the Druze community comey from the
Arslan sl.m but the clan wiclds virtually no political
g mlhur\ power. For the forcscc.:blo. futur¢, Junblitt |
* probablywill: r;muﬁ-&:’urc as head of the: Druh. and
the PSP. csr\u.ull\ as long as an ou(sldc threat .
persists Jg.unst the Druu humd.md‘) b}
—
()rgamza(lon and Command Q(ruc(ure
The mulitia has both in actne duty clement. the
- Popular Army .md,.ucsc,ps q.lv.mc.m the: People’s
Army for Diberation Junblatt abso h.l\ uvmmllnd the
predonunantly Druze HHth Brigade ar lh( 'ebanese
Armed Forces sinee 1984 n .lddmun IS min and
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The Lebanese Army s {1th Brigade

The Lebanese Army's 11th Brigade is ore of three
Army units that will form the nucleus of the National
Army of the Huss government headed by, Brig. Gen.
Sami Khatb. The brigade’s mission is prorecuon af
the Druze homeland—the Shuf. The brigade was
created in 1984 by several disgruntled Druze Army
afficers from other brigades and is responsive to
Junblatt. Lebanese Armed Forces Geneggs_.... _
Headquarters in East Beirul considers the 11th '
Brigade an independent unit and is respons:ble only

for the pay. spare parts, ard routine administration

Qflhe um‘l. - T - -
The brigade’s structv.e is similar (o otkier APmy

brigades and consis.s of three mechanized infantry
battalions, an ar-aor battalion, an artillery battalion,

and a logistics oatialion. The brigade is equipped

with only th.ee M-113 armored personnel carriers

and no ta‘iks,
Garriso.is for the ll lh rxgade are at Hammana and

«

- The brigade has approximately 1,300 soldiers. who
are also members aof the PSP militia
"he majority of these soldiers,
_however, do not show up for duty ot a regular basis.

‘. Equlpmen( .-:,,; L :
: The PSP-militia is cqulppcd prlm.ml) wuh Sovxcl  The poor Lebanese economy in 1987 forced many of
cqulpmcm supnlied by Syr the USSR ‘md . them to seek work elsewhere in order 1o feed their

the Palestinians. " fanulies..

The Christians. Druze-Christian antipathy runs deep
and the Druze have vivid memories of the time in
1982 and 1983 wherrChristian Lebanese Forces
militiamen entered Druze villages and massacred
inhabitants The PSP historical’, has opposcd the
\Maronite Phalange Party. which controls the arca to
the north of Beirut Relations betwecn the Christian

e 3




financial: Although a frequent and sincere critic of
l\rad JunbLm bcnclll\ I’mm a quul mulhun ﬂ.xnk

\uq \l (Jh.
ominates the surmundmg terrain. Thé Armys
“the area regulirly receive sniper fire front the R
) Bolh sldu h.m. bcﬂ\ lmprmmg lhur dtfkﬂ\l\q% S8
ul

'I\o .lllmu him o ku.p an opcn uh.mm.l to the
‘-ullu.rn Druse u\mmunmuu‘ b

':le .‘ihia.\. Tensioas iand distrust renan hgh between
Amal and the PSP, despite the current paditical
liience between Nabih Barri and Junblaw within the
Sabimn al-Huss government. The 1w groeps became
focs in Lite 1956, when the PSP supported the pro-
“Aratat Palestinians 10 therr struggle in West Beirut

- the m_uh lunbl.u
49 l\rl.suun-_lsr.tdl

un. huiml.md H..tih Rt
.um llu. \‘sl ind,

40




Palestinians. Junblatt has close ties to the -
Palestinians. The Palestinians operate several camps

within the Druze cnclave and Junblatt aliows them to

move about {recly as they battle against both-the )
Amal militia around Sidon and jn the southi-afg=— -

gainst the Israclis and ASL in the sccurity zonc.
b

Relations With Syria
The PSP's relations with Damascus are shaky.
Junblatt does not trust Damascus and is unwilling to
fully supporl its policy in Lebanon, yet he is carcful
Tt tStElTy alichate Damascus. Thé Syrians
consider Junblatt fickle and on various occasions
R T TR rutors have circulated that Syria is plotting to

gainst Syrian-suppogied Palestinians and Amal assassinate th Druze leader. Walid remains paraniod
militiamen. The Syrians ciitered West Beirut in of future assassination attempts and Damascus does
y 1 87 to shore up their Amal alhcs and help not hesitate to remind him of his father’s fatc.

Junblau in January 1987 by kudnapmg Anghcan
‘Waite, who was under Junblatt's

The Sunnis.:The PSP also maintains a ‘fé.l;xlionship
with the Sunni Popular Nasscmc Org.mw 1tion
(P\O) based in Sldon i

|
N . !
|
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" The Libyans. Junblutt also maintains élosc ties to

serving a year in Libya and after the cease-fire’
between Libya and Chad. the last contingent of .
fighters—approximately 700—rcturned to Lebanon b 3

gnunmon from :
~ . .

— -

. Relations With Others

The Soviets. Jundblatt's rclations m(h lhc Sovict
~ Union. although still strong, have apparcatly
dcteriorat

he PSP received a shipment of a
ibya in Oclobcr

‘Outlook
We believe that the PSP militia will continue to playa
significant rolc in Lebanon's 13-year-old civil war.,

Should a full-scale conﬂict brcak oul wi1-h thc BRI

PSP militia is ccrtain to be the lead actor.on (hc
Muslim side as onc of Syria’s prinicipal surrogates.
The PSP is the only Muslim militia fully capable of
launching a ground attack on East Beirut and the
Metn, but Junblatt probably realizes, like the Syrians,

the costs are extremely high and prefers a political
wluuon to the cnsnﬂ b 5 )
Politically. Junblatt will expect to continue to court
- the internal and cxternal players in Lebanon in order
" to preserve the Druze enclave. ‘His apparent decision,

.. however, not to return. the PSP_to West Beirut wi
" limit his politicul uptichis on the national scenc

Aoy




" almost. lost: |ts lcadcr Gen.:Antoinc:Lal
assassmauon aucmpl on 7 Novcmbc h

x".vp«.'c(acular attack to occur within the security zone
this fall. On 19 October a car bomb explodw
. Metulla crossing into Israel, killing seven Israeli

south Lebanori this fall jncluding a'ca somg, £
‘the radical Shid}Hizballa
- group ; and thc assassmauon m ScplcmbCr ofitwo ke

General Lahad’s absence may also encourage
Hizballah and other groups to increase their level of
attacks against the ASL within the security zone.

b3 *

- caliber bullets cut & carotid artery in his upper torso.

. He reportedly tost a great deal of blood before his Yoo i
-condition was stabilized. Lahad was sent to-an Isracli * The LCP has long been active in fighting the Israeli
“hospual in Haifa where his condition is said to be _ presence in south Lebanon, although other groups

imprl¥ifig. The ume required for a complete recovery  have been more prominent recently.
remains unclear

Shortly after the shooting the LCP claimed
respasibility for the assassination attempt The party

abw sent o deferential public cable to Dumascus Syria has long had ties 1o the LCP. which Damascus
saying 10 was President Assad’s examplé of . sees as a “progressive” force in Lebanon. Damascus
~——" tcadfast” leadershapthat gpspired thelattack The probably encouraged the LCP to find ways to attack

measage was sent on behalf of the Resistance Front the ASI
“Muartar Lula Abbud

43
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Command at the request of the
- CGiroup,
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tsraeli Defense Force (IDF) and Atmy of South Lehanon (ASL) Support Areas

o Al Khiyée o
“IDF/ASL-controlled - .
" security zone. :

L P T .

Golsn Helghts
" (tereell occopled)
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- -The Army of South Lebanon

“The ASL advertises that its primary mission is to. .
guard the Christian areas af south Lebanon, but its’
major task in practice is to protect Israel’s northern
border by patrolling the Israeli-proclaimed security
.2one. We believe General Lahad has personal
political ambitions as well and wants the ASL to
achieve a powerful position in Lebanese palitics

ust one dax
- before he was shot, however.- lhrcc Ipro-Sytian

“Palestinians from the Saiqa group were killed in the
western part of the security hile. trying to 00

Zone
nhltratc Isracel b g‘

'fS(ill O nti

The ASL also occupies an area outside the security
sune, around the largest Christian town in southern
Lebanon, Jazzin, that was controlled by Syria before
the 1982 Israeli invasion. Lahad takes a personal
wnterest in Jazzin because it is a symbol of his
Lebunese political ambitions. lf Lahad cannot return
to duty . Jaz:zin could be more vulnerable than in the
pust te Lebanese politlcal intrigues

: !
. a3 %
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as Dany Chamoun and to the Lebanese Forces'
mlllua. Wc do nol bcllevc any of his subordmalcs
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: Algerla. Harsh Emlronment for
, ‘Economic Reform

The outlook for the Algcerian economy—-alrcady
- suffcring from weak oil prices and a locust threat o
agriculture~-has become bleaker since the
widespread civil unrest of carly October. Gross
domestic product growth remains stagnant and
Algicrs is now forced to draw dowa dwindling forcign
exchange reserves to boost imports of much nceded
food and manufacturing i inputs. President Bendjedid's
new Cabinet is moving ahead with its economic
reform agenda despite opposition from a rcjuvenated
National Assembly. Plans to privatize industry and
. woo foreign investors could-—if implcm’cnlcd~grca‘(ly
reduce the role of the state in the cconomy but will do
little to address social and economic prablenis caused
by Algeria's population explosion. Labor unrest will
continue to threaten disruption of major economic
“activitics in the months ahead. Algiers prefers 10 rely
.hcav:lx.nn.bgtngn loans but it probably will be forced
to-begin lalks with the International Monetary Fund
A(IMF) for a ‘standby arrangement if oil prices do not
rise and commercial banks balk at new lending
I.Bad Luck and Poor Choices *- |'i b 3
.Plungmg oil and gas prices over the past o years
combined with the misicanagement of ‘Algeria’s
highly’ ccnlrallzcd economy have brought the ration
10 its most serious social and economic crisis since
independence from- France in 1962. Thc go\crnmcnl
squ.mdércd revenues from an vil bonanza on Soviet-
style h industrics that today produce low -quality
steel and h:gh priced refrigerators Botched collective
. farming lumc@a once prosperous agricultural nation
N . .-dat an imposter of more than half its food Feonomie
: reforms begun tast year  including grc.ncr autonomy
for state enterprises and provatization of the.
agriculie sector . have vet 1o turn lh< cconomy
around Indeed. jU\l as the government returned must
farm land to private hands, drought and focusts
struck The resulting sorgesin fod prices and
shortages of water and consumer gouds gihanized the
public.-alreads angered by falling real wsges and
INCTCANINgG COrruption amang \lgc.rl.l';s’glllc'
Natonwide nivts roched the country 1n carly Octaber
leaving hundred\ dead and caustng S‘\O mlllhm 1
damage g -

B
4.
&

Bendjedid responded quickly to the rioters’ demands.
offering limited political reform and promises of a
morc open economy. w b

The End of the Gusher - B
The riots in October and Algiers' current l?alam“
payments problems stem largely from the collapse in
1986 of oil and gas prices—which provide 97 percent

of foreign exchange earnings and mostof the - .. 3 -
government’s.gevenues. é

oil and gas revenues plunged from $13 billion i1
to $8 billion in 1988. Specifically, receipts from oil
exports arc down about onc-third from 1985 levels. to
an estimated $6.3 billion while gas revenues have
fallen nearly SO percent to $1.6 billion. To reinin a
ballooning current account dcficit in 1986, the
government cut public investment, dipped into foreign
cxchangc reserves, and _slashed imports—creating
shortages o Consumer comimoditics-and
manufacturing inputs. Although the current account
has improved since 1986, the forecast this year is less
optimistic:

* Worsening terms of tradc—low oil prices, higher
grain prices. and increased grain imports—will
-reduce the trade surplus 9 percent to 52 billion in_
lhc most optimistic assessment

¢ The nonmerchandise trade deficit—caused by high
interest payments to foreign creditors and ather' .,
transfers of money abroad-—might show slight
improvement because of draconian measures (o cut ~ -
foreign consultant services and reductions in foreign
¢xchange allocations to Algerians traveling algad,

We expect the current account 1o post 2 $402 million
deficit in 198% unless Algiers settles a longstanding.
rosghly $400 mullion dispute with European
customers over the price of liquified natural gas.
which s not likely before yearend. Morcover. we
believe vearend foreign exchange reserves will fall at

' . > b3 2




. as thc govcrnmcnt

ecause of the drough( and slow galns in industry.
Supply shortages, more flexible pricing of agricultural
-and ‘consumer goods, and faster dcvaluauon { the

urrency have fucled inflation @i
%l is currently at 11 percent. but we
believe it isSubstantially higher. To head off Turther

- unrest, Algjers likely will keep food subsidies in place
and increa ages. which will offset small gains on
the budget deficit made-through improved tax
collection. The high inflation rate indicates that

" interest rates will ®#main significantly negative in real

* terms despite plans for a 2-to 3-percent increase in
December. giving Algerians little incentive 1o save
and hindering efTorts to dc\el local money and

" capital markets g‘ :

Promises of Economic Re( .
_ The far-reaching cconomic rcfurms Bcndudld
-pronused 1n the wake of the recent unrest, of fulls.
amplemented, vmuld Jmount to a M4 JOr reorieatation

of (h«. ceonomy’ Key

elcmcnts in the reform strategy include boosting

. ‘exports of nonhydrocarbons—which totaled only

about $500 million last year, much of that in goods

* sent o the Eastern.bloc.in countertrade deals—and
" increasing agricultural output. In addition, Algiers

hopes to increase productivity and create new jobs by
reducing state control of the economy, stimulating the
privatc sector, and cncouraging direct forcngn
investment. For example:

* Much of the public sector—with the exception of
the energy and mining industries—will be
privatized, according to the government. Aleiers has
yet to ensure adequate, competitive financing for
private firms, which in the past have been crippled

. by difficult access to bank crcdlls and forcign

currency.

" Algiers also plans to relax the government's

monopoly over imports and reduce excessively high

" taxes and tariffs. The existing tax structure forces
most private businessmen into black market
transactions and takes away prolit incentives from
managers of state companies.
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needs to build schools for 1 {000 children each week
for the next decade because ST percent of the
population 1s under the age of 20. Morover, the
country is creating only-a sixth of the housing units
and generating no more than a fourth.of.the jobs
nceded to keep pace. Although new Prime Minister
Merbdh said‘th4t Job ¢reation'is a top priority-of the
new government, state companies almost certainly .
will be forced to trim their bloated burcaucracy as
reform cflorts get under way. We believe the ~
.government would be well served by reforming the
educational system that produces thousands of

bureaucrats and doctors but fcw umbcrs and
agricultural specialists




Uneasy Labor Peace i
Workers in the major intdstrial zone at Aricw )
returncd to their jobs in mid- -November, but labor -
unrest likely will be a problcm at Arzew for some
(jﬁm«. . ‘At
sast 80 percent of the zone's work force went on
strike last month protesting low wages and :
incompetent and corrupt management. Qil refinery
workers, who started the strikes on § '\lovcmbcr
“returned 10 work after newly dppomlcd Encrg)
Minister Boussena personally fired the refinery

lo % dircctor. MAllhough
labor problems were thwarted at liquificd natural gas

plants - thanks to management promiscs to address

grievances before vearend - one facility was closed

: when dockworkers walked out on 18 and 19

b? \uwn\bﬂ~csumalc> that the

- strikes cost Algiers $10 mllllo"f{cr day or roughly
$140 million. Although most worker grievances have
been deferred. not met, Boussena's ‘sacking of the
notoriously incompetent refinery director illustrates
that the new Cabinet can meet difficult strike
demands when justified and necessary to smooth
industrial relations. Nonetheless, we believe labor

—omrest will be a key problem for the government in the

months ahead (P 6,‘5
N — ;

Staying Afloat
Algicrs probably \\I" rgl) on /\I"db Idrgcss and support
from industrialized countries unti! unrest is contained
and cconomic reforms start to show results:

SN

Even with considerable support from abroad. Algicrs
=Morocco continues to send 50 to 60 lruck\ of fuod 0 may be forced to tap commercial markets or scli some
\I;a.ru ner d.‘\‘h in of its estimated $2 billion in gold reserves if oil prices
b (3T part as a goodvull gesture but also for proht. remain stagnant. However. wary creditory gre
demanding higher interest rates gn loans. and gold
sales would be tH timed given recent wea ng of the
b (1) b ( hrlcrnauoml gold market. (ésu

In our judgment. a foreign debt rescheduling lirked to
an IMF standby arrangement would be a bitter pill
for Algeria’s nationalistic leaders to swallow but
\Ig_urs sl would case Algeria’s t_iyuncing problems.

as access o S50 muthion fromats d- 11_ru.mum n

19K~ with ltaly —‘83

‘oo s BN
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-slmnlar 10 thosc the lMF rccommcnds-— such as
cunug imports‘and privatizing agriculture—but it
h.nr not had access to IMF funds or the debt reliel
options that typically follow an IMF accord. Such an

... agreement also would bolster the confidence of the

farge expatriate population, possibly feading to
greater domestic investment by Algerians in Europe
who would hope 1o profit from the more ¢ xn
ceonomy . MBresver:¥escheduling of some of the
country’s $3.6 billion «n commercial repayments this
sear would free up funds to support the economic
reform program. For the first time. Algerian officials

L5

are hinting about negotiating some typc of program
with the Fund, but they almost certainly will await
political calm before making such 2 radl*fc.hangc in
debt policy , -
Prospects for Change

We belicve the success of Prcsndcnl Bendjedid’s
cconomic liberalization program depends on the
country’s quick acceptance of political reforms. A
more open economy cannot flourish under Algeria’s
stifled political system. Bendjedid appointed reform-
minded technocrats to his new Cabinet. but he will




{ .
he markets—and pent-up demand from Algerians
starved for consumer goods. The newly privatized

agriculture sector could show marked improvement

have difficulty purging the sole lcgat party. t
N 'llipnai‘,Libcratiqn Front, and reducing its pér\-asivc
influence throughout the country. Leftist party

' ar if weather conditions are favorable and

stalwarts believe they will Tose their influcnce and next yc

privileges.in the political shuffle and that (ricnds and  locusts brought under control, possibly reducing the

relatives placed in cushy jobs will be layed off by new  high food import bill. Nonetheless, the key variableg

'proﬁt-mindcd managers will be the price of ol. 1f OPEC countries stick (o
their recent production accord, prices could increase

to $15 to $18 per barrel, which would provide a major

“uncertain whether the new government can overcome  boost 0 the Algerian cconomy. We believe, howevel,,
that prices vill remain stagnant, providing no relicSwn

-party opposition to bring about freer legislative
clections early next year. - for Algicrs's financial crunch and the dlrcady difficult
eavironment for economic reform B b 3

ralization, cconomic growth

as the country tries 10 adjust

. Attempts 10 increase

1 be stymied by Algeria’s

which will keep’! ;|

tional . o
Y

Even with political libe
next year will be fimited
to a mixed cconotmic syste
i nonhydrocarbon exports wil
- highly overvalued currency—
‘commodities uncompetitive on interna
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